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THE SALARY LIMITATION ORDER 


Soon after the President first proposed that no one 
should be allowed to have an income in excess of 
$25,000 after taxes, it was estimated by the Treasury 
Department that under the then current tax proposals 
such a limitation achieved by taxation would yield only 
an additional $184 million to the Treasury, of which 
only a small proportion represents salary income. In the 
Revenue Act of 1942, the surtax rates graduate rapidly 
to 82% at $200,000. This rate, together with a normal 
tax of 6% and a Victory Tax of 5% on gross income, 
leaves little of the earnings in the higher brackets for 
the taxpayer. 

No direct action was taken by Congress to impose a 
specific limit and, under the circumstances, it can be 
assumed that this omission was deliberate and con- 
sidered. The subsequent act of the Economic Stabilization 
Director goes beyond the intention of Congress and 
must seek its justification in terms of the problems 
created by our war emergency. Circumstances surround- 
ing both the proposal and its promulgation suggest only 
two reasons that can be advanced for its justification. 


WICE within six months the President proposed that 
be one should be allowed to have an income in excess 

of $25,000 after taxes. The method suggested for 
establishing the proposed ceiling on incomes was an appro- 
priate adjustment of income tax rates. No direct attention 
was given to this idea by the Congressional Committees in 
their work on the 1942 tax bill, although it happens that 
under this measure the total income and victory taxes on a 
gross income of $67,200 after deductions of 10 per cent! 
for charitable contributions, state taxes, etc., if received by 
a single person without dependents, will leave only $23,809. 
The post-war credit would increase this amount by $500, 
if and when it is received. This is close enough to the goal 





? Actually the average allowable deductions for the income group from 
$60,000 to $70,000 was 14.7 per cent of gross income in 1940 so that 
a gross income approximating $80,000 would be required to retain a 
net of $25,000. 


These are (1) a me jem control and (2) 
a means of increasing revenue. 

It is important that the excess money, created by 
increased wat activity and which represents the gap 
between the spendable income and the amount required 
for consumer goods, be diverted to the Treasury in the 
form of taxes or savings. This gap, now estimated at 
$30 billion, is of such magnitude that only a major 
segment of income can close it. The small amount of 
total salary now in excess of $25,000 would have no 
recognizable effect on inflation and it would yield very 
little in added revenues. 

The significance of the salary limitation proposal 
exists not in its effect on either the inflationary gap nor 
its revenue yield—both are infinitesimal. Nor does it 
exist in the small number of persons affected. Its sig- 
nificance lies in the fact that it is a curb on all of those 
individuals in lower income brackets who now face a 
ceiling to their prospect of reward for productive efforts. 
It also implies the possibility of a further lowering of 
the ceiling under the guiding principles of this first step. 


to satisfy all but the most exacting. The progression does 
not rise rapidly enough, however, to level off all gross in- 
comes in excess of $67,200 to the proposed limit. 

Since no action was taken in the tax bill to impose a 
ceiling on all incomes, the objective was achieved, with 
respect to salaries, by order of the Economic Stabilization 
Director. This order applies, naturally, only to salaries, and 
incomes somewhat in excess of the $25,000 maximum, 
after taxes, may still be realized from other sources such 
as dividends, interest and personal earnings in the form 
of fees and commissions. 

The important question that arises in connection with a 
drastic regulation of this character is—What good result 
will it accomplish? The move is entirely without precedent 
in the national history, and it is so utterly alien to the 
American tradition as to warrant the expectation that its 
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virtues must be enormous if it is to be justified. These 
virtues might be supposed to lie in the efficacy of the order 
(1) as a means of inflation control, or (2) as a means of 
increasing the revenue. Against any advantages to be 
realized in either of these directions must be set the effect 
of the program upon production. 

On both occasions when the President made his recom- 
mendation, the theme of his message was inflation control. 
Mr. Byrnes’ order of October 27 was based upon the 
authority of the Act of October 2, 1942, and the purpose 
of that act was the enlargement of executive powers for 
the control of inflation. Therefore, the policy must be 
interpreted as having been introduced as part of an execu- 
tive program for the prevention of inflation. It should make 
a significant contribution in fhis direction if it is to be 
justified as a proper exercise of the authority conferred 
by Congress. 

It is axiomatic that the tool or instrument to be used 
for any purpose must be appropriate to the task to be 
accomplished. Thus, it is generally recoguized that a tack 
hammer should not be used to drive spikes. In the instant 
case, which involves the control of inflation by siphoning 
off a portion of individual incomes, it is of interest to 
ascertain the weight and effectiveness of the first tool which 
Mr. Byrnes has selected, in relation to the size of the 
job to be done. 

The magnitude of the inflation gap is not susceptible 
of precise measurement and the estimates regarding it are 
constantly shifting because of the steady additions to the 
inflationary force through the expansion of bank credits. 
Last May, Mr. Henderson was talking about the inflation 
gap in terms of $15-$17 billion. More recent estimates 
have raised these figures to the magnitude of $25-$30 
billion. The theory of inflation control through taxation or 
any other sort of siphoning process (such as the salary 
limitation order) is that by absorbing or withdrawing pur- 
chasing power from individuals before they can spend it, 
the inflation gap can be narrowed and the tendency to bid 
up the prices of a limited supply of consumer goods can 
be restricted. 

From the standpoint of the present inquiry it makes little 
difference whether the inflation gap is of the magnitude of 
$15 billion or $30 billion. Either amount would be a very 
big spike to be driven home if the control were to be 
effective. How about the size of the hammer which is 
provided by the salary limitation order? 

The latest available information regarding salary incomes 
is that supplied for the year 1940 by the Preliminary Sta- 
tistics of Income, based upon returns filed in the period 
January through June, 1941. From this publication it 
appears that in 1940 there were the following returns in 
the net income classes of $50,000 and over, and that sala- 
ries, wages, commissions, etc., were reported in these in- 
come groups in the amounts shown in Table I. 

This is a part of a more complete table in the Preliminary 
Statistics of Income covering all sources of income, which 


TABLE I 


Number of Returns and Amounts of Salary Income Re. 
ported in Certain Net Income Groups for the Year 19.0 


Net Income Number of Salaries, Wages, 
Classes Returns Commissions, etc. 
50,000-100,000..0................ 10,381 $215,380,000 
100,000-150,000................ 1,945 58,298,000 
150,000-300,000................ 1,123 40,593,000 
300,000-500,000................ 264 10,275,000 
500,000-1,000,000.......... 128 3,110,000 
1,000,000 and over......... 51 1,499,000 
13,892 $329,155,000 


shows, for example, that in the year 1940 there were 
10,381 returns with net incomes between $50,000 and 
$100,000. It shows, further, that these returns reported 
salary incomes in the amount of $215,380,000. Some of 
them may have had no other income than their salary, al- 
though it is unlikely that any considerable proportion of 
them were in this position. Obviously, many of them did 
have other income, for the average amount of salary re- 
ported by the 10,032 individuals (excluding fiduciary 
returns) in the $50,000-$100,000 net income group was 
only about $21,000. 


It should be of interest to learn that salaries bulk as large 
as they do in the million-dollar income class. The popular 
notion of the persons in this class is that they do no work, 
but merely clip coupons. Yet the average salary income te- 
ported by the 49 persons included in the 51 returns 
having an income of $1,000,000 and over exceeded 
$300,000. 

The foregoing figures do not permit even a crude 
approximation of the number of persons who would be 
receiving salaries in excess of the figure currently reported 
as the maximum allowable, namely, $67,200. They do 
serve the very useful purpose, however, of emphasizing the 
small number of persons who could possibly be involved 
and the very small amount of salary income that could be 
siphoned off by requiring the salary of each such person 
to be leveled off at the $67,200 maximum. Obviously both 
the number and the total income involved would be far 
inside the limits shown above, even after allowing for such 
increase as may have occurred since 1940 in the number 
and the aggregate of the annual salaries paid in excess of 
$67,200. 

The answer to the major inquiry, namely, the contribu- 
tion of the salary limitation plan to the closure of the 
inflation gap, is that it will make no contribution large 
enough to be measured on any practicable scale. The con- 
tribution would be microscopic, infinitesimal, of no prac: 
tical significance whatever. It is the smallest kind of tack 
hammer being used to drive the largest gauge spike. 

Another possible consideration, however, is that the 
revenue might benefit. The corporation which is required 
to slice the compensation of its top executives to a $67,200 
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top would presumably show larger taxable earnings by the 
amount of the pile of shavings thus retained in the cor- 
porate till. But the margin of possible revenue advantage 
from the operation is not great. Income in the surtax 
bracket $60,000-$70,000 is subject to a surtax of 69 
per cent, or to a total rate of 75 per cent including the 
normal tax. If the corporation in question is subject to 
excess profits tax, the maximum over-all rate on its income 
under normal and excess profits taxes is 80 per cent. Thus 
there is only a small margin in favor of forcing the excess 
salary income to be taxed to the corporation, and this ad- 
vantage would become a disadvantage in the case of the 
largest salaries and bonuses, for the corporation maximum 
rate remains at 80 per cent, while the combined normal and 
surtax rates on individual incomes rise to 88 per cent on 
all income in excess of $200,000. 


From this evidence it is plain that no case whatever can 
be made for the salary limitation order on the basis that 
it will make inflation control easier or that it will enhance 
the revenues. 


The futility of seeking to curb inflation by paring the 
largest incomes, whether by taxation or by executive de- 
cree, is further apparent from consideration of the nature 
of the inflation control procedure. In essence, this pro- 
cedure involves the diminution of purchasing power in 
relation to the available consumer goods. Obviously, the 
pressure upon the consumer goods price level is not a 
product of the absolute total of purchasing power, but of 
that portion of the total which is being, or is likely to be, 
used in consumption spending. That part of any income, 
large or small, which is saved and invested rather than 
spent for consumer goods does not contribute to price 
inflation and is not to be included in the true inflation 
gap. To a considerable extent the residue of large incomes, 
after taxes, is not devoted, in an inordinate degree, to 
consumption spending. It is far more likely to be saved 
and invested, either in private business or in the govern- 
ment’s bonds. From the standpoint of inflation the top 
portion of the large incomes are the least harmful of all 
individual incomes, and measures aimed at the elimination 
of these tops are likely to be the least fruitful of all actions 
taken to deal with the problem. 

An argument for the plan which has not been published 
but which, nevertheless, must be recognized as potent in 
the minds of many who would support such a plan, is that 
it is a positive step toward the equalization of incomes. 
This subject is not often discussed objectively and dis- 
passionately. Were it to be approached on such a basis, the 
following matters would emerge for consideration: 

(1) Will the enforced, arbitrary limitation of the 
largest incomes promote equality by increasing 
the lowest incomes? The answer, obviously, is 
that it will not. 

(2) The declaration that no one ought to have more 
than a certain income implies that the sole func- 


tion of income is to minister to the personal 
gratification of its recipient. Only on this basis 
can there be a discussio: of what anyone “‘ought”’ 
to have or to enjoy. The argument ignores the 
nature of the private capitalist economy, the 
immense importance of saving and investment 
in sustaining and promoting that economy, and 
the usefulness of the larger incomes as a source 
of capital funds. 

(3) The effect of an income ceiling upon production. 
If it were demonstrable that investment, produc- 
tion, employment and national well being were 
to expand more steadily and more vigorously 
under an income ceiling than they would without 
it, the case for a ceiling would be impregnable. 
No such case has been made, and in the writer's 
opinion none can be made. Specifically, its proof 
would involve, for example, the demonstration 
that the Ford Motor Company would be a larger 
and more prosperous concern today than it actu- 
ally is, if an income ceiling of $25,000 after 
taxes had been in effect since 1900. 

There are many factors which, together, are responsible 
for a nation’s economic advance, and ‘ue most satisfactory 
progress will be made when all of these factors are 
adequately recognized and properly rewarded for their 
contribution to the joint result. The salary limitation order 
cannot be regarded as contributing to national advance 
because it applies to that form of income which is recog- 
nized to be most effective as an incentive to the exertion of 
conspicuous managerial ability. At the same time it does 
not apply to other sources of large incomes. Table II sup- 
plements Table I by presenting the remainder of the data 
relative to income sources as published in the Preliminary 
Statistics of Income for 1940. 

It appears that by far the largest source of income in the 
income ranges above $50,000 is dividends. The income 
from fiduciaries and the income from all other sources 
(including capital gains and net gains from the sale of 
property other than capital assets) each bulks respectably 
large by comparison with the aggregate of salary incomes 
reported. 

There appears to be no feasible way other than taxation 
by which a ceiling can be set to incomes derived from these 
other sources and the Congress has declined to use this way. 
Consequently, viewing the matter from the standpoint of 
the available data, the restriction of large incomes by 
executive decree obviously applies to only a minor fraction 
of all large incomes and nothing can be done about the 
whole situation through the agency chosen for the purpose. 

In the writer’s view it is as important to recognize and 
preserve the incentive to investment as it is to preserve 
the incentive to personai effort, if the enterprise system is 
to operate properly. Consequently, the case is no stronger 
for the limitation of investment incomes than it is for 
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TABLE II 


The Principal Sources of Income, Except Salaries, in the 
Net Income Groups $50,000 and above, 1940 


(All figures in thousands of dollars) 























































Net Income Taxable | Partnership | Income from} Business Other Total Total Net 
Classes Dividends | Interest Profit Fiduciaries Profit Income Income’ | Deductions Income? 
nan... tl = J ww} 311,415, 1, 27,961. r Bioo7 80,914 41,949 57,936 825,522 122,615 693,111 
“eth, ee | 20,352 33,700 10,401 82,469 282,422 |, 44,967 233,477 
150-300 ecssrerseereeerenecP Re egies. | 138,402 6,636 16,047 38,963 4,643 69,673 274,364 | 45,167 225,008 
EE ees stteses 67,859 1,831 5,026 19,754 2,130 26,110 122,710 |- 20,360 100,544 
ee 50,443 | 2,049 921 20,291 1,958 24,221 99,883 |} 15,067 84,224 
1,000 ad OVEL......cccicecninnne 72,704 1,343 1,301 27,624 oo 15,258 118,230 |, 19,146 94,252 
oo , ae 767,586 | 48,557 131,184 221,246 | 61,081 275,667 | 1,723,131 267,322 | 1,430,616 





? Including salaries. 


* Amounts distributable to beneficiaries in fiduciary returns are also deducted in arriving at net income. 


the limitation of salary incomes. But it is customary in 
some circles to attach greater economic, social and moral 
worth to labor than to capital, a view which would put 
so-called earned incomes on a much higher plane than the 
so-called unearned incomes. Persons holding this view have 
undoubtedly been far more influential in the development 
of the salary limitation policy than have been persons 
whose views are in accord with those of this writer. 


It is, therefore, the more surprising to find that the 
first move in a campaign to set a ceiling to income should 
have been made against that form of income which has 
the strongest justification in the current social reform 
ideology. 

But it may be said that the arguments and evidence pre- 
sented above, to the effect that only a small number of 
persons and only a small volume of income will be 
affected, also prove that little harm will be done. 

Such a conclusion does not follow at all. The harm that 
can be done by this policy is not to be measured in 
actuality, but in potentiality. The nation’s productive effort 
might not be too seriously affected if the consequences of 
the salary limitation plan were not to extend beyond that 


small group of persons who will be immediately affected 
by it, although this concession is made only for the sake 
of argument. These consequences inevitably reach far 
beyond that small circle of those presently affected. They 
reach others whose aspiration may have been to attain, by 
zeal and diligence, an income level now no longer open 
to them; and they reach all persons who combine executive 
ability with some power of reflection, for the latter quality 
will necessarily lead them to ask what the second step 
will be. That there may be a second step, a still lower 
ceiling on salary or other incomes is a highly probable 
inference from the inadequacy of the first step. 

It is particularly unfortunate that the attention and 
energy of administrators and of the business community 
should be absorbed in the degree that they must be, in this 
subject. The move gets the country “no furrader”’ in dealing 
with a serious economic and fiscal problem, and it has 
potentialities for the thwarting of fundamental goals, such 
as the expansion of production, which are definitely serious. 


HARLEY L, LuTz 
Professor of Public Finance 
Princeton University 
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